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Management Response:
USAC High Cost management concurs with the auditor. Failure to submit accurate financial data
may result in incorrect payments from the USF, It is the obligation of a carrier to ensure that it is
providing accurate data consistent with FCC rules,

USAC management directs the Carrier 10 implement internal controls necessary to review and
reconcile source documentalion and reported USF data prior 10 their submittal, and requests that
the Carrier provide a detailed update of specilic corrective actions no later than 60 days after
receipt of this management response. (Please send to USAC High Cost at hcaudjls@Usac,org
when submitting this information,)

As directed by the FCC. USAC is obligated to Implement all recommendations arising from the
audits including recovery of lunds that may have been improperly disbursed to beneficiaries.
Theretore. USAC will recover High CoSt support In the amount of $14,137.

FInding 3
Condition:
The Beneficiary did not allocete Proparty Taxes related to GSF assets used in the conduct of
non-regUlated activities in 2004 and 2005 as required, The Beneficiary allocated 3% 01 GSF
Assets and related. Accumulated Depreciation. Depreciation Expense and General Supporl
Expenses to non-regulated activities but failed to allocate related Properly Taxes, Property Tax
balances In 2004 and 2005 were $81.188 and $91.712. respectively.

Management Response:
USAC High Cost management concurs with the auditor, Failure to submit accurate tinancial data
may result in incorrect payments from Ihe USF, II is the obligation of a carrier to ensure that it is
providing accurate data consistent with FCC rules,

USAC recognizes that the Carrier committed to addressing ilS Internal controls related to this
finding, and requests that the Carrier provide a detailed update of specific corrective actions no
later than 60 days after receipt of this management response. (please send to USAC High Cost
at hcaudits@usac.orowhen submitting this Information.)

As directed by the FCC. USAC is obligated to implement all recommendations arising from the
audits including recovery 01 funds that may have been improperly diSbursed to beneficiaries.
Theretore. USAC will recover High Cost support in the amount of $1,254.

finding 4
Condition:
The Beneficiary did not record the Income tax Impacls of Part 64 Cost Study expense
adjustments when reporting the respective regulated expense amounts on the USF Forms as
required.

Management Response:
USAC High Cost management concurs with the auditor. Failure to submit accurate financial data
may resuh In incorrect payments from the USF. Ills the obligation of a carrier to ensure that it is
providing accurate data consistent wllh FCC rules.

USAC recogniZes the Carrier has addressed Its internal controls related to this finding.

FInding 5
Condition:
The Beneficiary'S Federal and State Income Tax expense was overstaled in 2004 by $8.568 and
understated in 2005 by $2.195 in Its accounting records and USF Forms.

•

•



Page 3

Management Response:
USAC High Cost management concurs with the auditor. Failu,elo submit accurate finanCial data
may resul! in incorrect payments from the USF. It is the obligation of a canier 10 enSure that II is
providing accurate data consistent with FCC rules.

USAC recognizes that the Carner committed to addressing its internal controls related to this
finding, and requests that the Canier provide a detailed update of specllil; corrective actions no
later than 60 days after receipt of this management response. (Please send to USAC High Cost
at hcauditS@usac prg when submitting this information.)

As directed by the FCC, USAC is obligated to implement ali recommendations arising from the
audits Including recovery of funds that may have been improperly disbursed to beneficiaries,
Therefore, USAC will recover High Cost support in the amount of $ t ,056.

Comment 1
Condition:
The Beneficiary did not maintain CPRs, as 0\ December 31,2004, and December 31,2005, in
sullicient detail lor the following accounts:
• General Support Facilities (Account 2110)
• C&WF (Account 24 to)

Management Response:
USAC High Cost management concurs wIlh the auditor, The Carrier does not have
documentation consistent with Part 32 rules necessary to support account data reported in its
filings with the National Exchange Carrier Association (NECA) and USAC.

USAC recognizes that the carrier committed to addressing its Internal controls related 10 this
comment, and requests that the Carrier provide a detailed update of specific corrective actions no
later than 60 days after receipt of this management response. (Piease send to USAC High CoS!
at hcaudlls@usac.org when submitting this Information.)

USAC notes that the auditor found no monetary effect so there is no recovery of funds required.

Comment 2
Condition:
One ($11,070) of the 45 assets selected for testing did not have supporting documentation. The
sample item related to Digital Elecltonic SWitching equipment (CARD STS-l Interface) for a COE
project.

Management Response:
USAC High Cost management concurs wIlh the audilor. The Carrier does not have
documenlalion consistent with Part 32 rules necessary to support account dale reported in i1s
filings wilh the National Exchange Carrier Association (NECA) and USAC.

USAC recognizes that the Carrier committed to addressing Its internal controls related to this
commenl, and requests that the Canier provide a delailed update of specific corrective actions no
later than 60 days after receipt of this management response. (Please send to USAC High Cost
at hgudiIS@YsaC,oro when subm~ling this informalion.)

Comment 3
Condition:
The Beneficiary used incorrect expense amounts, by using balances as of December 31, 2004
and December 31, 2005, on the quarterly Part 64 Cost Study to allocate General Support
Expenses and Depreciation Expense to Ihe non·regulated activities in 2005-2 and 2006·3 HCL
filings Insteed of using a rolling year balance, The expense adjustmenls for 2005-2 and 2006·3
HCL filings were overslated by $1,100 and understated by $535, respectively.
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Management Response:
USAC HIgh Cost management concurs with fhe audhor. Failure 10 submh accuraIe financial dala
may result In Incorrect payments lrom the USF. If Is \he obligation of a earlier 10 ensura that If Is
providing lICClI'aIe deta consistent wilh FCC rules.

USAC racognlzell the canter hes addressed hSlnlemal oontrols ralated to Ihls comment.

Audit I

HCL LSS ICLS Findlna Tolal

.1
$201308 34543 149 461 385 312

F 2 . 5913 8 4 14137
Findlna 3 718 63 473 1254
Flndlna 4 /27501 1342l · /30921
Findi'la 5 1056 . · 1058
Comment 2 111941 731 · 14631
Comment 3 1791 . · ~Mechanism Total $199059 40908 158158

As the IlUdhor hes pnMded a combined monetary effect for all findings end USAC In8ll8llemsnl
does not dispute any gl the findings, USAC wiD recover $388,m Insleed of $398,125.

ThIs conctudes the USAC management response 10 the eudll.



Per Aceess Line End User Billing. Sample

Company A Company B CompanyC CompanyD U>mpanyE
Jan 09 Jan 09 Jan 09 Jan 09 Jan U\I

End User QlstDlI/U Billing

Monthly Expense 3,724.22 4,968.82 1,078.24 6,158.50 25,135.75

Access Lines 1,250 1,455 305 1,870 7,800

IEnd user per Aceess LlDe :<:.98 ".41 ".:;4 3.29 3.22

'Main billing functions include the following (per line, per month basis)
Postage $ 0.78
Pre-sort $ 0.01
Message Processing $ 0.93
Billing Form $ 0.08
Meet Point Billing Extract $ 0.05
ProcessingiComputerlProgranuning Fees $ 0.53
Barcoding $ 0.03
Printing BillslPDF Bills on CDlDuplicates $ 0.55
Insert & Fold Bills $ 0.13
Envelopes $ 0.09
Sales Tax $ 0.09

Prepared by John Staurulakis, Inc.

on August 24. 2010



CABS Sample

Company A COmpanyB CompanyC
I:ltJ 1/09 1213112009 1213112l1U'1

CABS

Monthly Expense 19,724 3,518 13,524

Access Lines 8,400 1,690 7,850

lYer Access LiDe 2.35 Z.08 1.72

Prepared by John Staurulokis, Inc.

on August 25, 2010
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KPMllLLP
1601 Ma/1(el Street
Phlladelpllia. PA 19103-20499

EXECUTIVE SUMMARY

Mr. Wa) no Scott. Vice President - Imemal Audit Division
Universal Service Adminislralivc Company
2000 L Streel. N.W.. Suite 200
Washiogton. DC 20036

Denr Mr. Scott:

This repon presenls Ihe resulls of our work conducled 10 address the performance audit objectives
relalive 10 Ihe Fulton Telephone Company. Siudy Area Code ("SAC) No.28045S. ("FTC" or
"Beneficiary") for disbursemems of $887,664. made from the Universal Service Fund ("USF") during
the twelve-monlh period ended June 30. 2007. Our work was performed during Ihe period from
April2J. 2010.10 .Iuly 27, 2010, and our results are ..s of July 27. 2010.

We conducted Ihis perfonnance audit in accordance with generally aecepled govemmenl auditing
standards. Those standards require Ihal we plan and pcrfonn the audilto obtain sufficienl. appropriate
evidencc to provide a re..sonahle basis for our findings and conclusions hased on our audil objectives.
We helieve thai the evidence obtained provides a reasonahle basis for our findings and conclusions
based on our audit ohjectives.

The ohjeclive of this perfonnance audit was to evaluate the Beneficiary's compliance with the
applicahle requiremenls of 47 C.F.R. Pan 54, SuhparlS C. D. and K, Pan 36. Suhpan F. and Part 32.
Subpan B, of lhe Federal Communications Commission's ("FCC") Rules as well as FCC Orders
governing Universal Service Suppon for the High Cost Program ("HCP") relalive to dlsbursemems of
$887.664. made from Ihe USF during the twelve'lOomh period ended June 30. 2007.

As our repon funher descril,,:s. KPMG identified Ihe following as a result of Ihe work perlbnned:

I. HC-2009-FL070·FOI: Inaccurate Centralized Cost Allocations· Centralized COSt allocutions
(Managemem Fees) charged by the Operating Company 10 the Beneficiary totaling $2.347.940 per
year in 2004 and 2005 were improperly computed; resulting in USF disbursements being $385.312
higher lhanlhey would have been had amounts heen reponed properly.

2. HC·l009-FL070-F02; Imnrooer MetbodoloK)' used In AffilLtne Pricing or BIlling Dod
ColI£Slion Services -The Beneficiary's affiliate did nOI us. a fully distributed cost methodology to
delennine its charges 10 the BenefICiary for Billing and Collection services In 2004 and 2005;
resulting in USf disbursemenls being $ 14.137 higher lhan they would have been had amoulIls
been reponed properly.

3. HC·2009-FL070=F9J: Non·AllosaUoD of Property Taxes' The Beneficiary did not alloenle
Properly Taxes relaled 10 General Suppon Facilities used in the COndllCI of non-rl.'llulatcd
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aClivilies in 2004 and 2005: rcsulting in USF disbursements being 51.254 higher than they would
have been had arnounts been reponed properly.

4. HC-2009-FL07Q-F04: Inaccurale Par! 64 COSI Sludy Adiuslments - The Beneficiary did not
record Ihe income lax impaclS of Part 64 Cost Slud)' expense adjuslments when reponing the
respective regulated expense amoums on the USF Forms: resulling in USF disbursemenls beinji
SJ.O'l2lowerthan Ihey' would have been had amounts been reponed properly.

S. HC-2009-FL07Q-FOS: Inaccurate lucome Tn> [;meD.e. - Tile Beneficiary's Federal and State
Income Tax expense was overslated in 2004 by $8.568 and understaled in 2005 by $2.195:
resulting in USF disbursemems being 51.056 higher than lItey would have been had amounts been
reponed properly.

Based on lhe above results. we estimate that disbursements made 10 Ihe Beneficiary from Ihe USF for
Ihc liep for the Iwclve-monlh period ended June 30. 2007 were 5399.115 higher' than they would
have been had amounts been reponed properly.

In addilion. we also noted otlter maners that we have reponed to Ihe management of the Beneficiary in
a separate lenerdated July 27. 2010.

This performance audit did not constitule an audil of financial slatemems in accordance wilh
Gowrnmenl Allditing Standards. KPMG was not engaged 10. and did nol render an opinion on Ihe
Beneficiary's internal controls over financial reporting or over financial management s)'siems (for
purposes of OMB's Circular No. A-127. Financial Management SySlem.,. July 23. 1993. as revised).
KPMG caUlions Ihal projecting the results of our evaluation 10 future periods is subjeelto the risks thai
conlrols may hecome inadequale because of changes in conditions or because compliance with comrols
may deteriorate.

Sincerely.

I The combined estlma1ed monetary impaclS of the lindinJ.s may not equallhe sum of individual findings 10 the
exlcnt that individual nndings indirectly impact other findings. For example. cenain findings. may impaci Ihe
categorization of certain asset types and/or modiry apportionmcnl faclors lhat apply 10 olher individual findings
when considered in combination. The individual impacl amounts discussed above consider only the direct impal;l
orthe nOled finding.
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ACTODym

AFUDC
B&C

CABS

C&WF
CLEC

COO
CPE

CPRs

DSL
FCC

Fonn S09

FTC

GIL
OSF

HCL
HCL Fonn

HCP

HCM
lAS

ICLS
ILEC

LEe
LSS
LSSFonn

MSPC

NECA

PRO
SAC
SLC
SNA
SVS

TPIS
TPUC
USAC

List ofAcroDyms

DellDltioD
Allowance for Funds Used During Construclion

Billing and Collection

Carrier Access Billing System

Cable and Wire Facilities
Competitive Loeal Exchange Carrier

Cenual Office Equipment

CUSlOmer Premise Equipment

Continuing Property Records
Digital Subscriber Line
Federal Communlcallons Commission

Interstate Common Line Support Mechanism Annual Common Line Actual COSI Data Collection
Form

Fulton Telephone Company

General L.edger

General Suppan Facilities
High Cost Loop
Nalional Exchange Carrier Association Universal Service Fund Data Colleclion Fonn

High Cost Program

High COSI Model

Interstale Access Support

Interstate Common Line Suppan

Incumbem Local Exchange carrier

Local Exchange Carrier
Local Switching Suppan

Local Switching Suppan Data Collection Form - True-up

Mississippi Public Service Commission

National Exchan&e Carrier Association

Payroll. Benefits and Overhead

Study Area Code
Subscriber Line Charge
safely Net Additive
safely Valve Support

Telecommunlcalions Planlln service

Telecommunications Plant Under Construction
Universal service Administrative Company

PsgeSoflS



USF Universal Service Fund

BACKGROUND
Program OVerview

USAC is an independenlllOl.fOJ'-lll'OtiI cOrpol'llllon!hat operates under the direclion oflhe FCC pursuam
1047 C.F.R. Pan 54. The purpose of USAC is 10 administer the USF through four support mechanisms:
High Cost; Low Income; Rural Heahh Care; and Schools and Libraries. These four support mechanisms
ensure lhat all people regardless of localion or income level have affordable access to lelecommunicallons
and Information services. USAC is the neutral administrator of the USF and may IlOI make polley.
InteJprel regulations or advocale reganling any mauer of universal service poliey.

The High Cost Support Mechanism. also known as lhe HCP, ensures that consumers in all regions of lhe
nation have access 10 and pay rates for lelecommunlcatlons services that are reasonably comparable to
lhose services provided and rates paid in urban areas, regardless of location or economic suatL Thus, the
HCP provides suppon for leJecommunlcalions companies (Beneficiaries) thaI otTer services 10 consumers
in less-populaled areas. The HCP conslsl$ oflhe following support mechanisms:

I. HCL: HCL support is available for rullli companies opel1lling in service areas where the COSl 10

provide service exceeds 115% of lhe nallonal aVerBae cost per line. HCL sup",," includes lhe
followinlllWO sub-componenls:

L SNA: SNA support is available for carriers that make signilicanl invesunenl in nuaI
infraslnK:lure In years when HCL sup",," is capped and Is Intended 10 provide carriers with
additlonallncenlives to invest In lhelr nelworks.

b. SVS: SVS suppon is available to rural carriers thaI acquire high cost exchanges and make
substanllal post-transaction investmenl$ 10 enhance network Infraslructure.

2. HCM: HeM support Is available 10 carriers serving wire cenlerS in certain stales where the forward
looking COSl$ 10 provide service exceed the national benchmark.

3. LSS: LSS Is available to rullli incumbent carriers serving 50,000 or fewer lines and is designed 10
help carriers recoup some of Ihe high fixed switching COSl$ of providing service 10 fewer cUSlomers.

4. ICLS: ICLS Is available 10 l1IIe-of-retum incumbent carriers and competitive carriers, and is designed
10 help carriers otTset interstate access charges and 10 permil each l1IIe-of·retum carrier 10 recover its
common line revenue requirement. while ensuring Ihat lIS SLCs remain affordable 10 lIS customers.

5. lAS: lAS Is available 10 prlce-cap incumbent carriers and compelitlve carriers. and is designed 10
otTsel interstate access charges for price cap carriers.

USAC engaged KPMG 10 conduct a perfonnance audit relalinll 10 the Beneflcllll')l's compliance with the
applicable requirements of 47 C.F.R. Part 54, Subparts C, 0, and K, Part 36. Subpart F, and Part 32.
Subpart B. of the FCC's Rules as well as FCC Orders governing Universal Service Suppon for the HCP
relative 10 disbursements of S887,664. made from Ihe USF during Ihe Iwelve-month period ended June
30.2007.

Beg",sll" OuD'lcw

Fulton Telephone Company, Inc. (SAC No. 280455). the subject of this perfonnance audil. Is an ILEC,
Rural, Cost Company with competllion in lIS Sludy area and received LSS. ICLS. SNA and HCL sup",,"
for the twelve-month period ended June 30. 2007. The Beneflcllll')lls localed in Fulm, Mississippi and
has Its corpol1llll offices In Bay Springs, Mississippi. The Beneflcllll')l Is subject 10 reJlUlalion by the
MSPC with respect 10 inlrastate services and lhe FCC with respecllO imerstate services.
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The Benelkiary is 100% owned by Fall Inc:. (the "Operating Company"), a wholly owned subsidiary of
the Fall Teleeommunicalions Inc. (lhe "Parenl"). The Parllnl is conlrolled by lhe Fail family. The
Benefieimy's Affilhlles, also owned by lhe Parenl, Include Chickamauga Telephone Corporation, Mound
Bayou Telephone Corporation. both ILEes and OulfPines Communicallons, a CLEC.

In addition 10 lhese afliliales, the BenefICiary is also relaled 10 NexBand, a provider of non-regulaled
services 10 Ih. Beneficiary's ClISlomers. NexBand also provides Ba:C services 10 Ihe Beneficiary and ils
affiliates and is owned by a member of lhe Fail family. Accordin&lY, lransaclions belween Ihe
Beneficiary and ils affiJilles were reviewed as pan oflhis perfonnance ludil.

The following lable iIIuslrales Ihe High Cost suppon disbursed by USAC 10 Ihe Beneficiary for each
quarter during the lwelve-monlh period ended June 30, 2007 by fund type:

QUlrter Eaded TOIaI HCL LSS ICLS SNA
D1sbunemeats

Seplember 30, 2006 $176,517 $123,972 $111,600 $(59,055) $
December 31, 2006 176.865 124,320 111.600 (59.055)
March 31, 2007 267,000 78.036 76,569 92,880 19,515
June 30. 2007 267,282 128,886 15.657 92,880 29,859

T018l $887,664 $45S,214 $315,426 $67,650 $49,374
Sourr:e: USAC

PerfOl"lDlpee Audit Approach

The High COSl suppon received by lhe Beneficiary during lhe lwelve-monlh periud ended June 30, 2007,
was bllSed on the followlllll annual financial and operational dell submlned by lhe Beneficiary 10 NEeA
and USAC:

o 200S-1 and 2006-2 HCL Forms, bIISed on calendar year 2004 and 2005 dala, respeclively, as well as
subsequenl updllled dash filinp subminod via lhe 2005·2 and 2006-3 HCL Forms based on dala for
lhe lwelve-monlh periods ended March 31, 2006 and June 30, 2007, respeclivei)'.

o 2005 LSS Form, bIISed on calendar year 2005 dill.
o 2004 FCC Form 509, based on calendar year 2004 dell.
o Wrlnen nolice ofelillibllity for SNA basod on calendar years 200 I Bnd 2002.

These Forms caplUre the IDlaIs of cenain pre-designaled OIL Accoun15 including all assel lICCOunlS lhal
make up TPlS as well as cerlain deferred Iiab/lilies and operating expenses, subjecl 10 lhe a1localion
belween regu1aled end lIOn-regu1aled acllvilies (Part 64 Cosl Allocalions), lhe separation belween
lnIel'5lale and inlrlSUlle operallons (Part 36 Cosl Separalions) and lhe separalion belween access and non
access elemenrs (Part 69 COSl Separations). In addillon, lhe Beneficiary is required 10 submll cerlain
annual inveslmenl dela, including the calegorizallon ofCOE and Ca:WF on Ihe USF Forms.

PrIor 10 lhis perfonnance aodil, USAC hod cnaased KPMO 10 perfonn a compliance aneswion
examinalion of lhe Beneficiary's compliance whh lhe applicable requirements of 47 C.F.R. Part 54,
Subparrs C, D, and K, Part 36, Subpart F, and Part 32, Subpan B, of Ihe FCC's Rules as well as FCC
Orders goveming Universal Service Support for lhe HCP relalive 10 disbursements or $887,664, made
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from lhe USF during lhe lWelve-monlh period ended June 30, 2007. KPMO no1ed during lhe planning
phase oflbe compliance lI11eSUI1lon enpgemenllhal\he Beneflelary laeked supporting documentation for
\he following:

Asset hllanees reported on USF Forms

Affiliate Transactions be1Ween the BenefICiary and its non-regula1ed affiliates

In connection with lhe compliance a_ion engagement, KPMO had inspec1ed the Assets and Affiliate
Transactions and nOled 1hat support for a significant portion of the Information subjeetto examination
was not available. Based on this eln:umS18nee, KPMO was unable to perform test procedures related to
various assets and expenses, involving affiliate transactions, reported on the USF Forms and withdrew
from the engagement, as It was unable 10 ascertain managemenl's compliance with the applicable
requirements of 47 C.F.R. Part 54, Subparts C, 0, and K, Part 36, Subpan F, and Part 32, Subparl B, of
the FCC's Rules as weli as FCC Orders IDveming USF for the HCP with respeCllo disbursements made
from the USF for \he lwelve-monlh period ended June 30, 2007.

For this performance audit, KPMO conducted test procedures relative to assets and affiliate transactions
as noted below:

CP&/Asms

The Beneficiary was able to pIOvlde CPR data for COE assets but did not maintain CPRs for OSF and
C&WF assets. As underlying documentation supporting assets (CPRs) was not available for OSF and
C&WF assets, KPMO performed alternative procedures based on OIL details of these asset ac:counts
between J999 and 2005, along wllb COE balances refiected on December 21, 2005 CPRs, to assess \he
reasonableness and accuracy ofthe assets recorded as ofDecember 3I, 2005.

KPMO utilized the asset account history (1999 - 2005) to make a sample selection. The asset account
histol)' covered 50% (OSF - 34%, COE - 100% and C&WF - 140/.) ofOmss Asset balances. KPMO
selected a Sllllistleal sample of OSF, COE and C&WF assets in service. during the perflll'llUlllCO audit
period 1hat were less than 100% depreciated. KPMO's procedures to evaluate the Beneficiary'S asset
balances as of December 31, 2004 and 2005 included an evaluation of the BenefICiary'S methodology to
support \he asset account balances and caleaorizatlons, physical Inspection of Beneficiary assets and
statistical sample testing of the aetuaVestlmated historical costs of the assets in service during the
performance audit period. In order to determine the re_nableness of the asset cost estimates on lhe
CPRs, the Beneficiary pIOvlded third-party invoices where available, work orders, and other supporting
documentation.

A/ftIh* TnmSllCtllHls

Significant affiliate transactions were identified per review of the audited financial statements and
through inquil)' ofthe Beneficiary. Affiliate -.etlons Included services provided by the Beneficiary to
il5 affiliates as well as services received from affi liate companies.

KPMO's procedures to evaluate the reasonableness of \he affiliate transactions included sample testing of
the affiliate transactions by reviewing the Intercompany receivables and payables accounts recorded In the
Beneficiary's trial balance and testing ofsuppon behind reconIed transactions.

Page SoflS



OBJECTIVES, SCOPE AND METHODOLOGY

ObIestiv"

The objective of this performance audit was to evaluate the Beneficiary's compliance with the applicable
requirements of47 C.F.R. Part 54, Subparts C, D. and K, Pan 36. Subpal1 F, and Part 32. Subpal1 B, of
the FCC's Rules as well as FCC OnIers iovcming UniversaJ Service suppen ror the HCP relative to
disbursements orS887.664. made rrom the USF during the twelve·month period ended June 30. 2007.

The scope or this perfOl1lWlCe audit Includes, but Is not limited to, reviewing USF Fonns or other
correspondence and supponing documentation provided by the Beneficiary. assesslna the methodoJosy
uscd to prepare or suppon the USF Forms or other correspondence. and evalualing disbursemenl amounts
made or potentially due based on filings or USF FORns or other correspondence relative to disbursements
made fi'om the USF during lhe lWelve-month period ended June JO. 2007. To the extent required, our
procedures were extended to activities or the Beneficlary's amllaleS and other related'paI1les to obtain
sufficient inronnatlon upon which 10 make our assessment.

KPMO identified the rollowlng areas or rocus fur this perfonnance audit based upon our risk assessment:

I. Materiality Analysis

2. Assels

3. COE Categorization

4. c&:WF Categorization

5. Taxes

6. Part 64 Cost Allocations

7. Related·Parties/Affillate Transactions

M,'bgdolog

This perl'ormance audit includes procedures related to the high cost suppon mechanisms ror which I\mds
were received by the Beneficiary during the disbursement period July I, 2006 through June 30. 2007.
The procedures conducted during this peri'ormance audit include an analysis or the following:

I. PrIor period engagements (e.&-, audits, studies, etc.) that are significanl wilhin the context or the
currelll audit objectives related to assessing risk, detennlnlng the nature. timing and extenl ofcurrent
audit work, and evaluating corrective actions taken to address findings and recommendations,
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2. Material accounts included in lhe 2005-2 and 2006·3 HCl and 200S LSS Fonns, and Ihe 2004 Fonn
S09 selecled for sample lestlng in lhe Asser lest procedures,

3. Framework and approach established by Ibe Benel1ciary 10 suppon Ibe CPRs from 2004 and 2005,

4. Asset balances and categorlzallon 10 evaluate lhe reasonableness of lhe assel valuation, underlying
GIL balanc:es ofassets and asset-related accounlS, and classiflC8lion and c81e&oriwion ofasselS,

S. Methodologies and procedures used 10 perfonn Ihe COE and C&WF asset Cl1Iegorizalions,

6. Tax expense and related asset and llabillty balances in specific lax accounts recorded in !be OIL,

7. Pan 64 COSI Allocation melhodologies includlna Ihe approprialeness of allocation factors, evaluation
ofdata sources and Ihe ftequency ofthe updates 10 the cost apportionment Sludles,

8. Affiliate transacllons 10 detennlne Ihe appropriateness ofafl11iate lransaclion pricing and mllllllgCmenl
fee a1loc:a1lons.

, KPMG _. malllcd ...............Iina -hodololD' ....locI 4$ ...., ....ples ftam 1ho _ -... ktenlillod In 1ho
200$.2 ad _3 HCL .r.l200$ LSS F or.!lho 2004 Fonn $09. For Iho porAIllIUIIlCIl ....11 _ KPMG ....1Od !bur
.".IL 51_ GOO""- of 16 wk~ ocqulsilion vol 579.026 or.! 5210,374, and _ oompled II 100%.
SlnllUm two .....ISIed .03 ...... wl'h ocqllilftion vol... boI m,IIS or.! S79.D2S, UId 7 ....plcI ...... soloclOd _ Ihb
lllatum. Stral:um duec consisled of75 MIdi with lCqUisiliod vallJCl between SI7.003 and $21.114. and Sample. were sclceted
ftam 'hi........... S,,"'um four.-lslOd.r 109 _IS wlIb ....ui.llion ...... boI..... SO or.! 517,oo2. ..d 17 somplcs "'"''
selected 10m this ltnIum.
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RESULTS

KPMO', perfonnance audit results Inelude a li"ing of findings, recommendations and management's
responses with respect 10 the Benefic:llll)"s compliance with FCC requirements, and an estimate of the
monetlll')llmpact of5llCh findings relative to 47 C.F.R. Pan 54, Subparts C, D, and K, PIlI1 J(j, Subplll1 F,
and Pan 32,·Subplll1 B, applicable to the disbursement' made from the USF during the twelve-month
period ended June 30, 2007. KPMO also noted other mailers that we have reported to the manapment of
the Benefieiluy In a separate letter dated July 27, 2010.

Flgdlpp.. Besom.end.do•• and Regen." Responses

KPMO's perfonnanc:e audit pnx:edures identified five slgnllle:ant findings. The findings along with the
c:rIteria, cause, effect, recommendation, and the Bencflc:illl)' response are as follows:

:I. HC-2OO9-fLI7p.rpl; 'usspnls CepIA'. Cost AUpptioa,

Coadltloa Cenlralized cost allocations (Manasement Fees) eharged by the
Operating Company 10 the BenefielIII)' 1018lill& $2,347,940 per year In
2004 and 2005 were improperly computed. The Operating Company
utilized a fully distributed cost methodology 10 arrive at esllmated
centrallzed costs to be allocated 10 the Bcnellclary and its affiliates,
based on the Operating Company', 2003 financial S18lemeDlS.

· The Operating Company Included Bad Debts of $511,398 In
eenlrallzed costs which were a1loc:ated to the BenefielIII)'. These
allocations were made in error lIS the ParenI'S bad debts should not
have been Included lIS part of the fully distributed eost allocations 10

Fulton.

· The Operating Company included talIes of S665,32l in centralized
costs whk:h were a11oc:ated to the BenefielIII)'; however, the
Beneficiary had already recorded a tall liability In Its accounting
records based on its annual operating results.

· The Operating Company utilized a 12% Rile of Return on the net
assets In delennlnlng fully dlslrlbuted cost methodology instead of
using Ihe FCC's authorized rate of 11.25%.

· The Operating Company de1ennined Cash Working Capi181' based on
to181 operating expenses required for 30 days instead of 15 days as
prescribed by the FCC.

· The estimated centralized costs were not trued-Up for 2004', and
2005', actual results.

J Calculalioll of cuh wolldns capital II pIdcd by • 47 C.F.R. Part 63, Subpart 0 which prescribes a spcc:Iftc
methocIoloJ)' In cal",,11IIinJ wolldns capillI booed on full load-las 1IUdy. NECA lulll.... a simpllftod calculalion
whore TOIII Amount for Allowanoe:s is mulliplied by. facIor of0.041096.
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Criteria

CallH

Etrect

According to 47 C.F.R. § 32.27(c)(2), "When services are purclulsed
from or lransferred rrom an affiliate to a carrier, the lower of fair market
value and rully distribuled cost establishes a ceiling, above which the
transaction cannot be recorded. Carriers may record the lransaction at an
amount equal to or less than the ceiling, so long as that actlon complies
wilh the Communications ACl or 1934. as amended, Commission rules
and orders, and is not otherwise anti-competitive."

In addition. according to 47 C.F.R.§ 32.27(c)(3). "All services received
by a carrier from Its affiliate(s) that exist solely to provide to members of
the carrier's corporale ramily shall be recorded at IUlly distributed cost."

Funher, according 10 47 C.F.R. § 32.27(e), "Income taxes shall be
allocated among the regulaled activities of the carrier, its non-regulated
divisions, and members of an affiliated group. Under circumstances in
which income taxes are determined on a consolidated basis by the carrier
and OIher members or tbc affiliated group, the income tax expense to be
recorded by the carrier shall be the same as would result if determined
for lhe carrier separately for all time periods, except that the tax. effect of
carry'back and carry·rorward operating losses, investment tax. credits, or
other tax credits generated by operations of the carrier shall be recorded .
by the carrier during the period in which applied in settlement of the
taxes otherwise allributable to any member, or combination of members,
or lhe affiliated group."

The Benef1clary incorrectly included certllin Operating Company
expenses In lhe calculation of centralized costs. Additlonally, the
Beneliciary used an incorrect rate or return and an incorrect cash
working capilal faclor in its calculation of centralized costs. The
Beneliciary did not have adequate processes and controls In place to
review the fully distributed cost components used in calculation of
centralized costs or to utilize the correct rata or return and working
capital factors.

The exceptions identllied above have an impact on HCL, LSS and ICLS
disbursements. The monetary impact of this linding relative to
disbursements made from the USF ror the HCP ror tha twelve-month
period ended June 30. 2007 is estimated as rollows:

• HCL disbursements calculated in the 2004 and 2005 data submissions
were approximately $201,30g higher than Ihey would have been had
amounts been reported properly.

• LSS disbursements calculated in the 2005 data submission were
approximately 534,543 higher Ihan they would have been had amounls
been reponed properiy.

• ICLS disbursements calculated in the 2004 data submission were
approximately 5149,461 hlp than they would have been had
amounts been reponed properly.
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Recommeadlltloa

Benellel:lry Rnpoue

The Beneflclwy should enhance polillies and procedures governing the
determination of centralized costs using a fully distributed cost
methodology In accordance with the affiliate transaction rules.

Fuilon Telephone Company (Fulton) has already taken steps. to
implement policies and procedures to IISSUI'e that its Centralized Costs
are In compliance with 47 C.F.R. §32.27 Affiliate Transaction Rules.

1. HC..2002:fLflQ.F92j Improper Metbodolm Ned in Annia•• Prlsipg orMe Seale"

CoDdItloa

Criteria

CalISe

NexBand did not utilize a fully distributed cost methodology to cak1ulate
B&C Ilharges to the BenefICiary for 2004 and 2005.

The Beneficiary incurred B&C costs of $360,919 and $309,475 for
llUS\omer and CABS billing, respectively, In 2004 and $32B.555 and
$286,921 for CUSlOmer and CABS billing, respectively, in 2005.

The Benef1ciary provided KPMG with example customer bills which
indicated charaes of $3.00 for customer B&C service and $2.55 for
CABS B&C servk:es.

KPMG was unable to obtain supportill& documentation from the
Beneficiary for these costs. Accordingly, to assess the reasonableness of
the BAC costs. KPMG obtained a comparable contract for a beneficiary
with a similar B&C lU'I'IIII&Cft1ent with Its affiliate. In this instenee the
affiliate charged $'.SO per cuslomer bill under a fully distributed cost
methodology, representing SO% of amount charged by NexBand to the
Benef1ciary.

We were unable to idcntlly a similar Ilontraet for CABS billing,
ACllordinaly, we utilized the ralio noted above to create an estimated
wily distributed cost amount for CABS billing, Using the SO% factor,
NexBand CABs billing would be approximately $1.28 per invoice.

AllCOrding to 47 C.F.R. § 32.27(c)(2), MWhen services are purchased
from or transferred from an affiliate to a carrier, the lower of fair market
value and fully dlstrlbuled cosI establishes a ceiling, above which the
transaction cannot be recorded. Carriers may record the transaction at an
amount equal to or less than the cellini. so lonl as that action complies
with the Communications Act of 1934, as amended. Commission rules
and orden, and Is not otherwise antl-compelillve.M

In eddltion, according to 47 C.F.R.§ 32.27(c)(3), MAli services received
by a carrier from lIS affillate(s) that exlSl solely to provide to members of
the carrier's IlOrJlOr8Ie family shall be recorded at fully distributed COSl.M

The Benef1clary's Affiliate did not utilize a fully distributed cost
methodology in determining BAC cosIs charged 10 and recorded by the
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Elred

RecolDlDeacbltloa

BeDenCIa..,. RelPODJe

KPMG RespoDSC:

Beneficiary. In addillon. Ihe Beneficiary did nol have adequale processes
and controls In place 10 review the fully distributed cost components
used In calculalion of B&C charges.

The exception Idenlifled above has an impacl on LSS and ICLS
disbursements. The monelaJy impacl of this finding relalive 10
dlsbursemenlS made from Ihe USF for lite HCP for Ihe twelve-month
period ended June 3D, 2007 Is CSlimaled as follows:

• LSS disbursemenls calculated in the 2005 date submission were
approxima\Cly SS.913 higher than lhey would have been had amounlS
been reported properly•

• ICLS dlsbursemenlS calculated in \he 2004 data submission were
approximately SS,224 higher lhan \hey would have been had arnounlS
been reported properly.

The Beneficiary's affilla1e should perfonn a comprehensive analysis 10
determine Ihe fully distribuled COSI of providing CUSlomer and CABS
B&C services 10 lhe Beneficiary. In accordance wllh lite affiliate
lransaction rules.

Fulton does no! agree with KPMO's assertion lhaI\here Is an affillale
arrangement between Fulton and lhe bliling company, NexBand. As
defined by lhe Communicallons ACI of 1934 Sec. 3. [47 U.S.C. 153(1)].
\he term MaffillaleMmeans a person that (directly or indirectly) owns or
conlrols, Is owned or controlled by, or is under common ownenhip or
conlrol with, anoIher person. There Is neither common ownership nor
control between FullOn and NcxBand.

The raleS lhal Fulton is being charged by NexBand are based on
historical data from a prior billing company. Therefore. Fulton does nOl
agree with KPMO's finding thai NexBand's bUlinS charses constilute
overcbarses.

We believe that NexBand's MC services 10 the Beneficiary should be
evaluated under \he affiliate lrlIIISIICIion rules due 10 the close business
and fiunllial relalionships between the ownelS of Fall Inc. (Opeming
Company) and NexBand. More specifically,lhe owner ofNexBand is an
employee of Ihe Operaling Company and is also lhe Wlug\ller of the
owner ofFall Telecommunications, Inc. (ParenI Company).

3. HC.2Q09-FU7Q-fWj Non-A._flgp of PEpped! Dill

CODdhloa The Beneficiary did not allocate Property TlIXCS related 10 OSP asse\S
used In lhe condUCI of non-regulaled aclivllles In 2004 and 2005 as
required. The Beneficiary allocated 3% of OSP Asse\S and related.
Accumulated Depreciation, Depreciation Expense and General Support
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Criteria

Ca...

Effect

Expenses 10 non-regulated Belivllies but failed 10 allocale ,.,Ialed Property
Taxes. Property Tax balances in 2004 and 200S were 581,188 and
591,712, respectively.

According 10 47 C.F.R. § 32.12(b), "The company's financial records
shall be kept wllb sufficienl particularity 10 show fully Ihe facts pertaining
10 all entries In these accoUllts. The detail records shall be filed in such
manner as to be readily accessible for examination by representatives of
IhlsCommission:'

According 10 47 C.F.R. § 32.14(c), "In Ihe applicalion of detalled
accounting tequirements conlained In Ihis part, when a regUlated actlYlty
involves Ihe common or jolnl use ofassets and resoun:es in lhe provision
of regulated and non.regulated products and services, companies shall
accoum for lhese Betlvllles within Ihe _ounlS prescribed in ibis system
for telephone company operalions. Assets IIIId expenses shall be
subdivided in subsidi8IY records among amounts solely assignable 10 non·
regulated Belivllles, amounts solely assignable 10 regulated BClivities, and
amounts related 10 assels used and expenses incurred joinlly Dr in
common, which will be allocated between regulated and non-,.,gulated
Bellvilies."

According 10 47 C.F.R. I 64.901(a), "Carriers required 10 separate their
"'llulated costs from non·regulated costs shall use lhe auributable cost
method ofCOSl allocalion for such purpose."

According 1047 C.F.R. § 64.902(bXln), "When neither direct nor indirect
measures of COSI allocation can be found, lhe cosl cateao'Y shall be
allocated based upon a generaJ allocator computed by using Ihe ralio ofall
expenses directly assigned or anributed 10 "'&U1ated and non-"'8u1ated
actlvilies."

The Beneficiary did not have adequate procedures and comrols over Ihe
review and approval of Pan 64 Cost Allocalions ofcommon or jolm costs
between regulated IIIId non''''lUlaled aclivllies 10 ensure lhal all costs
related 10 non·regulaled BClMlln were properly allocated.

The excepllon idenlified above has an impBCI on HCL, LSS and ICLS
disbursements. The monel8l)' impacl of Ihis finding relative 10
disbursements made from Ihe USF for lhe HCP for Ihe twelve-month
period ended June 30, 2007 is estimated as follows:

• HCL disbursements calculaled in lhe 2004 and 200S dala submissions
were approximalely 5718 hillher than lhe disbursements would haYe
been had amounts been reported properiy•

• LSS disbursements calculated in lhe 200S data submission were
approximately 563 hip than Ibe disbursements would have been had
amounts been reported properly.
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• ICLS disbursements calculated in the 2004 data submission were
approxlnwely $473 hl&her than the disbursements would have been
had IIIIOIllIts been reponed properly.

RecommeadelioD The Beneficiary should eslablislt, document and implement procedures
10 IIlidms the preparation, review and approval processes relllled to the
Part 64 Cost AllocBlions of common or joint costs. In eddllion, th.
Beneficiary should directly assign costs to f88ulated and non-regulllled
activities to the extent possible. In Instances where direct assignmentls
not possible, the Beneficiary should perform an apPlUPriale study for the
assets end expenses to allocate common or joint costs between regulllled
end non-rellulated activities.

Benane..ry'. RespoDse Fulton will establish procedures for allocating corresponding Property
Tax adjustments related 10 the Part 64 Cost AllocBllons of common or
joint costs between regulaled and non-r8&lIlated activities for compll8nce
with 47 C.F.R. § 64.90 I(a) and § 64.902(b)(iii).

4. HC-1OQ9-FL07Q.F94: 1._SCU"te Pad H Cost Stpdy Adfptmegl!

CondltlOD

Criteria

Caue

ElTect

The Beneficiary did nol record the income tax Impacts of Part 64 Cost
Study expense adjustments when reporting lhe respective regulated
expense amounts on the USF Forms as requlred.

According to 47 C.F.R. § 32.12(a),"The company's financial records
sltaIl be kept In acconl8nce with generally accepted lICCOIIIIIing principles
to the axtent permitted by this system ofaccounts."

According to 47 C.F.R. § 32.12(b). "The company's financial records
shall be kept with sufficient particularity to show fully the facts
perlainlng to all entries in these accounts. The dctalJ records shall be
filed In such manner as to be readily accessible for examination by
representatives ofthis Commission."

The Beneficiary did not have epproprlate OVIISight controls In-place to
IdentilY that Its part 64 Cost Study expense adjustments were not tax
affected In its HCL and LSS form submissions, as reqUired••

The exceptions noted above Impact the Beneficiary's HCL, and LSS
disbursements. The monetary impact of this finding relative 10
disbursements made from the USF for the HCP for the twelve-month
period ended June 3D, 2007 is estinwed as follows:

• HCL disbursements calculllled In the 2004 and 2005 data submissions
were approximalely 52,750 lower than the disbursements would have
been had amounts been reported properly.

Page 160fl8



• LSS disbursemenlS calculated in Ihe 2005 data submission were
approximately $342 lower than Ibe disbursements would have been
had amOlU1ts been reported properly.

Reeo.meadatlon TIle Beneficiary should tax-afl'ect Part 64 Cost Study expense
adjustments prior to reporting on Ihe USF Fonns, uslns Ibe effective
income tax rate.

aeaeflclary'. RlSpoase Fulton's Cost Consull8lll, John Staurulakls, Inc, (JSI) has instlluted
additional procedures 10 comply wilb lhe need to tllll-affect Part 64 Cost
Siudy expense adjustments, rafleclive ofefTective income tax rales, prior
10 reportins on lhe USF Forms.

5. H<;.2QQ9..FLf70:FM; IYSSpgle IPeome Tal Ilpeas9

Coadltloa

Criteria

Cause

EfTect

Recommendation

The Beneficiary's Federal and S\8le Income TlIlI expense was overstated
In 2004 by $8,568 and underslated in 2005 by $2,195 in its accountinS
records and USF Forms.

AccordinS to 47 C.F.R. § 32.12{a),"The compllllY's financial records
shall be kept In accordllllce wilb senorally accepted ICcounling principles
to the extenl permlned by this system ofaccounts."

AccordinS 10 47 C.F.R. § 32.12{bJ, "The company's financial records
shall be kept whh sufficient partkularilY to show fully the facts
pertaining to all entries In these accounlS. TIle delail records shall be
filed in such manner as to be readily accessible for examination by
represenl8\ives oflhis Commission."

The Beneficiary's accumulated depreclallon calculllled on finall8X forms
difTered fi'om SOIlrce data for asset disposals and tfllllsfers. The
accumulated depreciallon amoums reflected for asset disposals and
transfers on tax filinflS were adjusled to reflect ICCUI8te tfllllS8Ction
amounts; however, the book balances were not adjusted to reflect the
same.

TIle exceptions identifled above have an impact on HCL disbursements.
The monetary impact of this findlns relalive to disbursements made from
the USF for the HCP for the twelve-month period ended June 30, 2007 is
estlmllled as follows:

• HCL disbursements calculllled in the 2004 and 2005 data submissions
were approximately $1,056 hi&her Ihan lhe disbursements would have
been had amounts been reported properly.

The Beneficiary should enhance processes 80veming calculation of
income lllll amounts 10 ensure compliance wilb FCC Rules and Orders,
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JIeJlellclary Respoue

Coneluslon

Fullllfl Telephone Company, along with their tax accounlal\\, will
implement J)fOl:edurcs to el1SllR: thlll fulure income tax amounts arc
calcula1ed In complilll1CC with FCC Rules 8lId Order$.

KPMO's evalualion of the Benellciary's complllll1CC wilh the applicable requiremenlS of 47 C.F.R. Part
54, Subparls C, D, and K, Pan 36, Subpart F, and Pan 32, Subpan B, based on revised USF Fonns or
OIher comspondence identified Pan 64 Cost Study a1IOCl1llllfls, property and Income l8XeS, and affillate
transaction Ondinp rellllive to the dlsbunements made from lhe USF durina tlte twelve-month period
ended June 30. 2007. Detailed InfOrml1lion relative 10 the lindinp is described in the Findings,
Recommendations and Beneficiary Response section above.

KPMO evalualed lhe USF disbursements IIIIIde based on carller IiIlnp of USF Forms, as compared 10
those which would have been made based lIfI the revised fillnp or other correspondence. The combined
estimated monetary Impact' of these fmdings as follows:

Disbune..ent Monelary Impact
Mecbanlsm Overpaymenl

HCL 5200,332

LSS $40,626

ICLS SI58,I57

Total Impact 5399,115

• The combined CSIimaIed monewy ImpaclS of \he lIndillp IIUI)' nol equal die sum of individual findinGS 10 Ibe
e_ thai individual findinp indlreclly impact OIher findinp. For example, certain findinp may impact !be
cMegOrization of certain assel types lndIor modil)' lppOJlionmenl fOc1ors Ihat opply 10 olber individual findinp
when considenld in combination. The individual hnplClllllOunlS discussed above consider only Ibe diNc:I implCt of
lbe nocod flndlna-
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